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E Q U I T I E S
This paper examines alternative explanations for the differential persistence of the accrual and cash flow components of earnings. Existing research proposes four (non-mutually exclusive) explanations for this phenomenon. These are (i) the existence of transitory estimation error in accruals; (ii) the use of conservative accounting principles; (iii) diminishing marginal returns to new investment; and (iv) the effect of managerial discretion on accruals.
Our results are most consistent with the existence of transitory estimation error in accruals, and also indicate that managerial discretion represents one source of estimation error.
Our findings reinforce the importance of accounting analysis in the evaluation of financial performance. Accrual accounting seeks to provide more relevant information to investors. Our results indicate the increase in relevance, however, comes at the cost of reduced reliability. Reduced reliability manifests itself in the form of transitory estimation error in accruals and increased opportunities for the opportunistic use of managerial accounting discretion.
Our evidence suggests that the lower persistence of the accrual component of earnings is a direct manifestation of this crucial trade-off between relevance and reliability.
This site uses cookies. By continuing to browse the site you are agreeing to our use of cookies. Review our cookie information for more details. 1 advisor.
AQR Capital Management is a global investment management firm, which may or may not apply similar investment techniques or methods of analysis as described herein. The views expressed here are those of the authors and not necessarily those of AQR.
details.
